Federal Regulation of Foreign Currency Trading for Future Delivery on Interbank and Futures Markets by Brown, Stewart L. & Day, W. Dekle
Florida State University Law Review
Volume 9 | Issue 1 Article 3
Winter 1981
Federal Regulation of Foreign Currency Trading for
Future Delivery on Interbank and Futures Markets
Stewart L. Brown
W. Dekle Day
Follow this and additional works at: http://ir.law.fsu.edu/lr
Part of the Banking and Finance Law Commons, and the Taxation-Federal Commons
This Article is brought to you for free and open access by Scholarship Repository. It has been accepted for inclusion in Florida State University Law
Review by an authorized editor of Scholarship Repository. For more information, please contact bkaplan@law.fsu.edu.
Recommended Citation
Stewart L. Brown & W. D. Day, Federal Regulation of Foreign Currency Trading for Future Delivery on Interbank and Futures Markets, 9 Fla.
St. U. L. Rev. 69 (2017) .
http://ir.law.fsu.edu/lr/vol9/iss1/3
FEDERAL REGULATION OF FOREIGN CURRENCY
TRADING FOR FUTURE DELIVERY ON INTERBANK AND
FUTURES MARKETS
STEWART L. BROWN* AND W. DEKLE DAY**
INTRODUCTION .................................... 69
I. M ARKET MECHANISMS ............................. 70
A. Forward and Futures Contracts Distinguished.. 70
B. Transactions on the Interbank Market ......... 71
1. H edging ................................. 72
a. Hedging to Offset Transaction Exposure 72
b. Hedging to Offset Translation Exposure 74
2. Speculation .............................. 75
3. Arbitrage ............................... 77
C. Transactions on the Organized Exchanges ...... 78
II. IRS REGULATION ................................. 80
A. Commercial Transactions ..................... 80
1. Hedging Purpose ......................... 81
2. Speculation or Investment Purpose ........ 88
B. Banking Transactions ........................ 90
C. Transactions on the Organized Exchanges ...... 91
III. CFTC REGULATION ............................... 93
A. Supervision over the Self-Regulation of the Ex-
chan ges ..................................... 94
B. Regulation of Market Professionals ............ 97
C. Regulation of Trading ......................... 100
IV. FEDERAL RESERVE BOARD AND COMPTROLLER OF THE
CURRENCY REGULATION ............................ 102
A. Indirect Control ............................. 102
B. Reporting Requirements ...................... 103
C ONCLUSION .................................. : ......... 104
INTRODUCTION
Contracts for the future delivery of foreign currencies are the
basis of a rapidly expanding business." Such contracts are of two
* Associate Professor of Finance, College of Business, Florida State University. Ph.D.
1974, University of Florida.
** Third year law student, Florida State University College of Law. B.A. 1977, Washing-
ton University (St. Louis); D.S.S. 1978, Oxford University.
1. Daily trading of currency futures on the commodity futures exchanges often ap-
proaches $1 billion. Daily trading of forward exchange on the interbank market often ex-
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types, forward and future. Both are purchased, sold, and traded in
markets by a variety of participants, including hedgers, specula-
tors, arbitrageurs, and market-makers. The forward market con-
sists primarily of banks trading for their own account or for the
accounts of customers, in what has come to be called the "in-
terbank" market. The futures market consists primarily of partici-
pants trading on the organized commodity futures exchanges lo-
cated in Chicago, New York, and London.
Contracts for the delivery of foreign exchange in the future are
subject to regulation by official U.S. government agencies in vari-
ous ways. A bank with international dealings must report all cur-
rency transactions within certain limits to the Federal Reserve
Board. Any enterprise or individual who trades futures on one of
the organized exchanges is subject to regulation by the Commodity
Futures Trading Commission. And finally, any business association
or individual who realizes a gain or loss on a forward or futures
transaction will be subject to the rules and regulations promul-
gated and enforced by the Internal Revenue Service. This article
examines the free-market mechanisms of trading in foreign cur-
rency for future delivery and evaluates the governmental regula-
tions that relate to such trading.
I. MARKe MECHANISMS
The free-market mechanisms of trading in foreign currency for
future delivery will differ depending upon whether the trading is
done on the interbank market or on one of the organized commod-
ity futures exchanges. The principles and motivations governing
such trading will remain the same, however, regardless of the mar-
ket in which trading takes place.
A. Forward and Future Contracts Distinguished
Forward contracts are purchased and sold on the interbank mar-
ket. One party to the contract seeks to purchase foreign currency
at a certain point in the future and the other party seeks to sell
foreign currency at some point in the future. In most circum-
stances, one party to the contract is an international bank and the
other party a customer of the bank. Both parties negotiate the ex-
change rate that will apply on the date when the contract matures,
although the price ranges will approximate the international mar-
ceeds $50 billion. See The Influence of the IMM, EuRmoMoNE y, Jan. 1980, at 89.
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ket's expectation of what the exchange rate will be.' Most con-
tracts provide that either party may assign its rights, duties, and
obligations on the contracts. If the contracts are held to maturity,
the party on the selling side must deliver the currency at the
agreed exchange rate to the party on the buying side. The buyer
must in turn deliver the currency due to the seller. In the actual
operation of the interbank market, most deliveries take the form of
a debit or credit on the customer's account with the bank.8
Futures contracts are purchased and sold on one of the organ-
ized commodity futures exchanges. The contracts are of standard
amount and duration.4 The contracts available on the Interna-
tional Monetary Market of the Chicago Mercantile Exchange, for
example, are set in units of 25,000 British pounds, 100,000 Cana-
dian dollars, 12.5 million Japanese yen, 125,000 Swiss francs, or
125,000 Deutsche marks with expiration dates of December,
March, June, or September.5 Parties that trade futures contracts
rarely intend to deliver or accept delivery on the contracts and,
correspondingly, less than one percent of such contracts ever result
in delivery.6 The organized exchanges are highly competitive and
thus the spread between the bid and ask prices tends to be less
than on the interbank market. Also, because contracts are stan-
dardized, the commissions charged in the futures markets are less
than the commissions charged on the interbank market.7
B. Transactions on the Interbank Market
Exchange rates in foreign currency markets fluctuate daily (and
often violently) in response to changes in world economic condi-
tions, changes in expectations regarding those conditions, and the
vagaries of supply and demand.8 Many large banks have an inter-
national division trading in foreign currencies on the spot market,
which is the current day-to-day market for immediate delivery.
2. CHICAGO MxcA muz EXCHANGE, UNDERSTANDING FUTuRES IN FOREIGN EXCHANGE 5
(1979).
3. Id. See also R. CoNiNx, FOREIGN EXCHANGE TODAY 10 (1978).
4. CHICAGO MERCANTILE EXCHANGE, UNDERSTANDING FUTURE IN FOREIGN EXCHANGE 8
(1979).
5. See Wall St. J., daily at 46.
6. G. GOLD, MODERN COMMODITY FuTuR s TRADING 51 (1975). The vast amount of con-
tracts are traded prior to maturity. When delivery is demanded, however, it is the duty of
the clearing house to effect such delivery.
7. CHICAGO MERCANTILE EXCHANGE, UNDERSTANDING FUTuRES IN FOREIGN EXCHANGE 8
(1979).
8. R. ComNx, FOREIGN EXCHANGE TODAY 45-65 (1978).
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Larger banks engaged in multinational banking have entire sepa-
rate and distinct foreign exchange departments with specialists
who act as dealers in forward exchange contracts.9 These dealers
serve as market-makers by continuously executing forward con-
tracts for multinational corporations, other banks, and speculators.
The supply and demand for these forward contracts results from
the basic market operations of hedging, speculation, and arbitrage.
Each of these operations must be examined for a complete under-
standing of the mechanisms of the interbank market.
1. Hedging
Hedging in the forward exchange context is practiced by mul-
tinational corporations (MNCs) and other business entities that
are exposed to gains and losses caused by changes in the exchange
rates of the currencies in which they deal. Such exposure may arise
in two different situations; the exposure may be either in the form
of a "transaction exposure," 10 whereby the entity is exposed to ac-
tual gains and losses, or a "translation exposure,"11 whereby the
entity is exposed to accounting gains and losses. To reduce the ef-
fects of exposure, MNCs will often enter a forward exchange con-
tract, thereby creating a forward position in the foreign currency.
a. Hedging to Offset Transaction Exposure
Transaction exposure refers to potential gains or losses which
arise when an MNC is faced with the settlement of transactions
whose terms are stated in a foreign currency. An MNC may face a
potential loss when its actual obligations increase or its actual re-
ceivables decrease due solely to fluctuations in exchange rates.12
To take a simple example, consider a U.S. MNC which has or-
dered some wool cloth from a British manufacturer. The arrange-
ment specifies that a 100,000 British pound payment will be made
on delivery of the wool in three months. The exchange rate on the
order date is 1 pound = $2.00. The MNC thus has an obligation to
9. Foreign Exchange Today, BANKinG, July, 1976, at 28.
10. Some commentators refer to a general "economic exposure" which includes "transac-
tion exposure" as one type of economic exposure. D. ErAEmAN & A. STONEHILL, MULTINA-
TIONAL BusiNgss FINANCE 76 (2d ed. 1979) [hereinafter cited as EITEMAN]. This article refers
only to exposure known as "transaction exposure."
11. ErEmAN, supra note 10, at 77. Some commentators refer to "translation exposure"
as "accounting exposure." A. SHAPIRo, FOREIGN EXCHANGE RISK MANAGEMENT 1-27 (1978).
This article uses only the term "translation exposure."
12. ErrEmAN, supra note 10, at 78.
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deliver 100,000 pounds, which is the equivalent of $200,000 at cur-
rent exchange rates.
If, after three months, the pound has appreciated to 1 pound -
$2.25, the MNC will have to deliver $225,000 in order to purchase
the 100,000 pounds necessary to pay for the wool. Thus, the
MNC's cost will have increased by $25,000. On the other hand, if
the pound depreciates to $1.75, the MNC will only have to deliver
$175,000, and will gain $25,000.
If the MNC believes that it is likely that the pound will appreci-
ate, it can hedge against this loss exposure by entering into a con-
tract with an international bank to buy 100,000 pounds in three
months.13 The exchange rate for the forward contract might be 1
pound = $2.00.14 Suppose the MNC actually enters into a forward
contract to purchase 100,000 pounds in three months. When the
wool is delivered, the MNC can make payment of $200,000 to the
bank and take delivery of the 100,000 pounds due on the contract.
The 100,000 pounds would then be used to pay for the wool. If the
actual spot exhange rate at delivery is 1 pound = $2.25, it will not
matter to the MNC because it has contracted at 1 pound = $2.00.
A financially equivalent alternative would be for the MNC to sell
the contract prior to the specified delivery date and to purchase
the pounds sterling in the spot market. If the spot rate at expira-
tion of the contract is 1 pound = $2.25 and the contract is for 1
pound = $2.00, then the contract is worth ($2.25 - $2.00) x 100,000
- $25,000. If this alternative is chosen, the MNC will have to
purchase 100,000 pounds in the spot market at 1 pound = $2.25, a
price $25,000 greater than would have been paid had the MNC
taken delivery on the contract. The net effect of the $25,000 gain
on the sale of the forward contract and the $25,000 loss due to the
$25,000 increase in the spot rate is that the MNC is able to fix the
exchange rate at $2.00 per pound on the date when it contracted to
purchase the wool. The sale of the contract and the taking of deliv-
ery on the contract are financially equivalent, and both have the
desired result of effectively hedging against the exposure to loss
which arose solely because of the fluctuating exchange rates.
13. This is called "buying forward pounds" or "selling forward dollars."
14. Actually, if the market anticipates the appreciation, the pound may be selling at a
forward premium, i.e., the forward exchange rate could be above the spot exchange rate. In
this case the forward rate might be 1 pound = $2.05 and it would cost the MNC a $5,000
forward premium in order to hedge the risk of loss of a depreciating pound. In the extreme
case where the market fully anticipates the appreciation, there would be no advantage to
arbitraging.
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Similarly, an MNC may also be exposed to a loss because it has
receivables due in a foreign currency which is expected to depreci-
ate. Consider the situation faced by a U.S. MNC engaged in coffee
production through its Columbian subsidiary, Columbia Coffee
House (CCH). Suppose CCH has dividends payable to its U.S. par-
ent on a quarterly basis in Columbian pesos. The U.S. parent is
exposed to a loss in the transaction which will arise if the value of
the peso depreciates relative to the dollar before the dividend is
due. To hedge against this potential loss, the parent could create a
short position in pesos by contracting with an international bank
to sell pesos in an amount approximating the amount receivable on
the date when CCH is expected to pay the dividend. If the ex-
change rate indeed declines, the MNC would have protected itself
against loss by being able to sell the pesos it received for a dollar
amount which reflected the higher rate of three months before.
b. Hedging To Offset Translation Exposure
Translation exposure refers to the impact of exchange rate fluc-
tuations upon the recorded economic position of a business.1' Such
exposure occurs for a U.S. MNC when it must translate its foreign-
denominated assets and liabilities into a dollar value for bookkeep-
ing and other reporting purposes. The rules of translation applica-
ble to U.S. MNCs are specified in the Financial Accounting Stan-
dards Board's Rule 8.16 These rules generally require that current
assets and liabilities be translated at the current exchange rate and
that all resultant gains or losses be reflected in income. 17 Many
MNCs will hedge against possible translation losses by entering
into an appropriate forward exchange contract.18
Suppose in the examples discussed above that CCH obtained a
short-term Eurocurrency loan denominated in French francs.
When the U.S. parent reports its consolidated financial statements,
15. ErramAN, supra note 10, at 77.
16. Statement of Financial Accounting Standards Board No. S. The rule became effec-
tive in 1976. The Financial Accounting Standards Board has been considering changes in
these rules, see Accounting Body Seeks to Change Currencies Rule, Wall St. J., Apr. 11,
1980, at 8, col. 2, and has, in fact, substantially altered these risks. See Once More... with
feeling, FoiRBs, Oct. 13, 1980, at 192.
17. The new rules provide that long-term assets will now be translated at current rather
than historical exchange rates. Once More ... with feeling, FoRBEs, Oct. 13, 1980, at 192.
18. See Banks Cash in on FASB-8, Bus. WEK, Dec. 6, 1976, at 104. "Gyrating foreign
exchange rates and the accounting gymnastics required by Rule 8 of the Financial Account-
ing Standards Board may be creating havoc for U.S. corporations that do business abroad
but the nation's big commercial banks are profiting handsomely." Id.
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the franc-denominated liability must be translated into units of
dollars at the current exchange rate. If the franc appreciates from
the time CCH incurs the obligation to the time the U.S. parent
must report, the value of the liability will increase and the U.S.
parent will have sustained a paper loss which will flow through to
the income statement.
The U.S. parent may hedge against this translation exposure to
loss by creating an offsetting position in francs. As soon as the par-
ent anticipates the appreciation of the franc, it will create a long
position in francs by contracting with an international bank to
purchase an amount of francs equal to its franc-liability on the
date when the financial statement must be reported. If the franc
does indeed appreciate, the MNC will have gained an amount on
the contract approximately equal to the loss it sustained on its
books.
The same hedging technique can be applied to offset exposure
from a translation of the current asset value of the U.S. parent's
overseas properties. Normally, CCH's cash account and accounts
receivable would be valued in pesos for purposes of Columbia's tax
laws. When the parent reports its consolidated financial statement,
it must value these current assets in terms of dollars based upon
the current exchange rate. If the peso depreciates relative to the
dollar in the period between reporting dates, the parent's financial
statements will reflect a paper loss due to the translation of its
current assets into dollars. As in the case of liabilities, the MNC
may enter a forward transaction to offset the potential effect of
this translation loss. The relevant transaction is for the parent to
create a short position in Columbian pesos by contracting to sell
pesos in the amount of its exposed assets near the date when its
financial statements are due. If the parent has correctly antici-
pated the depreciation of the peso, it will realize a gain on the
transaction. It will be selling pesos at a rate which commands more
dollars than the spot rate. This gain will typically be sufficient to
offset the loss due to the translation exposure of CCH's peso-de-
nominated current assets and the parent will have successfully'
hedged.
2. Speculation
The second basic market operation which affects the supply and
demand for forward exchange contracts is speculation. Speculation
is generally engaged in by sophisticated individuals or institutions
with a strong financial base who are willing to take risks on ex-
change rate fluctuations that hedgers are unwilling to take. As
1981]
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such, speculators play a very significant role in the forward ex-
change market. Banks will often trade for the account of specula-
tors since the generally accepted policy of most international banks
is to avoid large "open" positions in a given currency.19
An international bank is exposed to an open position in a cur-
rency when the bank enters a forward contract with a customer
which is not offset by another contract. Banks will normally have
enough customers so that a party taking the opposite side of the
transaction can be found. Large international banks with sophisti-
cated currency trading operations have so many customers in the
countries whose currencies they specialize in that there is no
shortage in either the supply of currencies or the supply of willing
buyers and sellers. A large bank with branches or correspondent
banks located in France and Columbia, for instance, will be in con-
tinual contact with many banks and businesses in both countries.
Thus, in the 1(b) example above, after CCH had contracted with
the bank to purchase francs forward, the bank would quickly at-
tempt to locate another customer who needed to sell francs at ap-
proximately the same date.20 The role of the speculator is high-
lighted at this point. If the bank cannot find a customer who
desires a forward contract for hedging purposes, it is quite likely
that it will be able to find a customer who desires a forward con-
tract for speculative purposes.
In times of crisis, the role of the speculator is absolutely essen-
tial to the functioning of the system and to the bank's ability to
hedge its exposure and thereby protect what may be many out-
standing open positions. Speculators tend to move in and out of
forward contracts very quickly, often well before the contracts ma-
ture, and as a result lend a great deal of liquidity to the market.
By rapidly turning over many contracts in both directions, specula-
tors often achieve significant gains (or losses) in a short amount of
time (days to months). Most large banks appreciate the role of
speculators and will trade for their account as long as the specula-
tive trading itself doesn't result in too large a risk to the bank's
position in a given currency. 1
19. R. CONINX, supra note 8, at 38-39.
20. For instance, if the bank executes a contract to deliver 1,000,000 francs to a customer
in three months for dollars, an offsetting contract would exist if it also had a contract to
take delivery of 1,000,000 francs in three months.
21. How the Banks Affect Exchange Rates, EuaomoNEY, Jan. 1980, at 96.
The banks are, of course, not the only market-makers. Multinational as well as
international trading companies operate from time to time in the market on a
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3. Arbitrage
Arbitrage is the third basic market operation which contributes
to the supply and demand of the forward exchange market.2 In its
most general sense, arbitrage is the simultaneous purchase and sale
of a single commodity in two different markets so as to take advan-
tage of price differentials. Market participants engaged in arbitrage
use forward contracts to arbitrage interest rate differentials be-
tween different countries. Indeed, it is the actions of arbitrageurs
which keep exchange rates within small fractions of each other in
markets which are geographically dispersed around the world.
When arbitrage opportunities are available, the profit is typically
locked in and certain at the time the trades are undertaken.
Covered interest arbitrage is a special kind of arbitrage.2 Sup-
pose three-month interest rates are fourteen percent in the U.S.
and twenty percent in Columbia. A U.S. investor seeking to take
advantage of this differential could purchase pesos in the spot
market and invest them in a three-month Columbian Treasury is-
sue. Simultaneously, he could enter the forward market and sell
pesos for dollars three months in the future. When the Columbian
bill matures, he would take his money plus twenty percent interest,
deliver on the forward contract, and receive the dollars due him.
His gain due to the arbitrage transaction would be equal to a six
percent return.24
large scale. By the sheer size of their orders some oil companies can influence the
prevailing exchange rate; the fact that they contribute volume to the market does
not make them market-makers; it is rather that they sometimes enter the market
without having specific assets or liabilities to [hedge], which makes them impor-
tant participants, particularly as these speculative transactions can be increased,
rolled-over, or reversed based solely on the views of the operators in the
companies.
R. ComNx, supra note 8, at 40-41. A large open position may quickly result in the failure of
a bank with large foreign currency dealings. For a brief account of one such failure, Ger-
many's Herstatt Bank, see J. BAKER, INTERNATIONAL BANK REGULATION 15, 25 (1978).
22. See RzIMANN, Hedging in Foreign Exchange Including International Interest Arbi-
trage, in CHALLENGE OF INTERNATIONAL FINANCE 424, 434 (1966).
23. Note that Reimann refers to covered interest arbitrage as international interest arbi-
trage. Id. at 434.
24. An interesting sidelight is that the actions of arbitrageurs in the case of covered
interest arbitrage will cause one of the currencies to sell at a forward discount equal to the
interest differential, eliminating the arbitrage opportunity. In this case, the actions of arbi-
trageurs selling forward pesos would cause it to sell at a six percent forward discount, i.e.,
one would receive six percent fewer dollars for pesos in the forward market than in the spot
market. This would eliminate the Columbian interest advantage. Interest rates sometimes
fluctuate rather violently, giving rise to interest arbitrage during the time it takes forward
markets to adjust.
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Arbitrage is generally engaged in by MNCs or other large busi-
ness entities which seek to earn some extra return on their invest-
ments of short-term funds. Banks routinely accommodate such
transactions for their customers.
C. Transactions on the Organized Exchanges
The principles involved in trading currency futures on the or-
ganized exchanges in Chicago and New York are much the same as
the principles involved in the trading of forward exchange con-
tracts by banks and their customers in the international market.25
The exchange market is composed of parties engaged in the same
operations of hedging, speculation, and arbitrage. A major differ-
ence between the two markets is that the commodity futures ex-
changes involve a much greater proportion of speculators. 26 The
organized exchanges publicly encourage speculation, whereas the
banks quietly accept it. In the organized exchanges, hedgers are
able to find the speculators who are willing to take the unattractive
side of a transaction.
A commodity futures exchange operates in much the same man-
ner as a stock exchange, although there are significant differ-
ences2 7 Each futures exchange has its own clearing association, the
primary purpose of which is to assure the trader that any contract
can be liquidated at any time and that the obligations of the con-
tract will be fulfilled even if the party on the other side of the
contract has gone bankrupt. Every member of the clearing house
association owns a seat on the exchange, but not all seat owners
are clearing house members. Ownership of a seat entitles a party to
have a broker trading on the floor of the exchange and to pay lower
commission rates than nonmembers. All seat owners, however,
must deal through a clearing house member.2
A clearing house member must conform to rigid financial and
professional qualifications. When the day's trading session ends,
the floor brokers exchange trading slips confirming their transac-
tions and the slips are sent to the clearing house members who did
the trading. The transactions are tallied by each member and sent
to the clearing house. The clearing house then substitutes itself as
25. CHICAGO MERCANTILE EXCHANGE, UNDERSTANDING FuTuREs IN FOREIGN EXCHANGE 6
(1979).
26. Id.
27. See G. GOLD, supra note 6, at 51.
28. Id.
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the opposite party in every single transaction. Thus, each day's
purchaser or seller becomes obligated solely to the clearing house
and may liquidate the contract through normal trading procedures
at any time."9
Performance on all contracts is guaranteed by the clearing house
through its financial relationship with its members and their cus-
tomers. An original margin deposit is required on each long and
short position of each member. At the close of every trading day,
variation margin must be paid by each member of any net contract
outstanding on which there has been a loss.80 Finally, a guarantee
fund is established from the contributions of each clearing house
member which serves as recourse in the event that a member fails
due to its inability to fulfill the contractual obligations.
An individual speculator or hedger usually obtains a futures con-
tract by entering a margin agreement with a brokerage house.31
The brokerage house in turn contacts a dealer on the floor who
finds a willing purchaser or seller. The margin agreement stipu-
lates that the customer's position will be liquidated in the event
that the customer is unable to meet a margin call. 32 If a customer
is unable to fulfill his obligation, the brokerage house is liable on
the contract for any further margin call. If the brokerage house
fails to meet the margin call, the contract is entirely liquidated. s8
Speculators on commodity exchanges assume great risks. The
potential losses and gains are phenomenal compared to those pos-
sible on the stock exchanges." In times of crisis, trading is hectic
and successive margin calls not met may result in the liquidation
of thousands of contracts."5 The exchanges attempt to limit the
traders' overall exposure by limiting the daily fluctuations of the
29. Id.
30. Id. at 53. Variation margin is set as a percentage of initial margin. The customer's
equity position is equal to the capital he has deposited plus any net unrealized gain or losses
on the contracts he has purchased or shed. When the equity falls below the variation mar-
gin the customer is required to deposit sufficient additional capital to increase his equity
position to the initial margin requirements.
31. Id. at 52.
32. Margin rates currently stand at eight percent.
33. G. GOLD, supra note 6, at 52.
34. This is because margin requirements are very low compared to those of the stock
market. Commodity futures margins are typically in the range of 5% to 10%, whereas stock
margins run between 50% to 100%. Because of the far lower margins, financial leverage and
thus risk are greatly increased.
35. Witness the recent silver futures price debacle and the resultant responses of clear-
ing house members and the exchanges. See, e.g., Hunts' Allegation Officials Manipulated
Silver Rules Gets Attention of Specialists, Wall St. J., Apr. 24, 1980, at 38, col. 1.
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price of a given commodity to a set maximum.5 6 As of this date,
trading in currency futures has avoided chaos. However, it is sig-
nificant to note that there has been no major international cur-
rency crisis since the trading first began in Chicago on May 16,
1972.1" In the event that there is such a crisis, the effectiveness and
stability of the currency futures markets will be tested.
II. IRS REGULATION
Trading in foreign currency for future delivery is indirectly regu-
lated by the U.S. Internal Revenue Service. The tax treatment af-
forded each transaction can serve as an incentive or disincentive to
the original making of the contract, regardless of whether a for-
ward exchange or currency futures contract is involved. The legal
principles that are applied to the gains and losses generated in ei-
ther case are basically the same. However, the application of these
principles will vary depending upon whether the trading was done
with a hedging or a speculative or investment purpose. This differ-
ing treatment can be illustrated by examining the application of
tax principles to transactions arising in international commercial
dealings, international bank dealings, and trading on the organized
exchanges.
A. Commercial Transactions
Administrative pronouncements and judicial rulings on the taxa-
tion of the forward exchange operations undertaken in interna-
tional commercial dealings are scarce. 8 As a general rule, where
any transaction is held to involve a capital asset, and where there
has been a bona fide purchase and sale of the asset, the transaction
will be afforded capital gain and loss treatment.3 9 This rule has
been subject to the judicial exception known as the Corn Products
doctrine in the context of commodity futures.40 The doctrine holds
that if the transaction involves the sale of an asset purchased as an
integral part of the taxpayer's business, then the gain or loss is to
36. However, under emergency conditions these may be subject to change. See id.
37. See R.CoMNIx, supra note 8, at 14-36.
38. This is most likely due to the fact that no transactions entered into by MNCs for
purposes of hedging against the translation exposure brought about by Rule 8 have yet to
reach the courts.
39. I.R.C. § 1221.
40. The rule is based on the holding in Corn Prod. Ref. Co. v. Commissioner, 350 U.S. 46
(1955). See Selig & Schmittberger, Tax Aspects of Commodity Futures Trading, 6 HonSm&
L. Rav. 93 (1977).
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be treated as an ordinary gain or loss.41 The motivation of the bus-
iness entering the futures contract seems to be of primary impor-
tance in this determination.48 Thus, if the MNC enters a forward
contract for purposes of hedging against exposure to a loss which
arises in the usual course of business, the forward transaction is
arguably within its ordinary trade or business and the gain or loss
is to receive ordinary treatment. However, a forward exchange con-
tract may be used to hedge against exposure to a translation loss as
opposed to a transaction loss. In such a case, although the transac-
tion is definitely a hedge, it may not be held to be within the Corn
Products exception4 and capital gain or loss treatment will result.
If the transaction ultimately is held to require capital gain or loss
treatment, the method chosen for closing out the contract may also
determine whether the applicable holding period is long-term or
short-term. In the case of gain, the holding period will determine
whether the tax rate is at more favorable captial gains rates or less
favorable ordinary rates, and in the case of loss, whether the loss
will be more fully deductible from ordinary income.44 The question
whether a given transaction falls within the Corn Products doc-
trine depends upon the purpose of the transaction. A review of the
major cases provides insight into the judicial understanding of the
difference between transactions entered into for the purpose of
hedging and those entered into for the purpose of speculation or
investment.
1. Hedging Purpose
The first major case to apply the Corn Products doctrine to for-
ward exchange contracts was Wool Distributing Corp. v. Commis-
sioner.45 Wool Distributing Corporation was an MNC engaged in
trading wool throughout the world. It maintained large inventories
of wool valued in the various currencies of the countries from
which the wool was purchased. The corporation feared a devalua-
tion of the pound sterling and the French franc which would result
in a substantial decrease in the value of its wool inventory valued
in those currencies. To hedge against this loss exposure, the corpo-
41. Corn Prod. Ref. Co. v. Commissioner, 350 U.S. 46, 52 (1955).
42. The motivation of the business was emphasized in Booth Newspapers, Inc. v. United
States, 303 F.2d 916 (Ct. CI. 1962).
43. As will subsequently be illustrated, the courts are having difficulty determining pre-
cisely what is a bona fide hedge.
44. In such a case, the short-sale provisions of I.R.C. § 1222 apply.
45. 34 T.C. 323 (1960).
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ration entered into thirty-five forward contracts for the sale of
sterling and seven forward contracts for the sale of French francs,
all within one year.4" The corporation delivered on all forty-two of
the contracts and sustained losses of approximately $114,000.47
The Tax Court sustained the corporation's contention that the
losses were ordinary and therefore deductible from gross income on
the basis of the Corn Products doctrine."
The court held that for the Corn Products doctrine to apply, the
transactions in currency futures must be legitimate "hedging oper-
ations carried on in connection with and as a part of. . .regular
business." 49 In further refining the doctrine, the court said that
hedging would exist if there were an "intimate price relationship"
between the futures purchased and the "actuals" which was ex-
posed to risk.50 With no trouble, the court found such a relation-
ship between the currency futures entered into and the wool inven-
tory actuals valued in the same currencies. That is, any gain or loss
from the short sale of the currencies would clearly offset any loss
or gain from the devaluation's effect on inventory.5 1
The next case to apply the Corn Products doctrine and the Wool
Distributing refinement to forward exchange contracts was Inter-
national Flavors & Fragrances, Inc. v. Commissioner.2 Interna-
tional Flavors and Fragrances (IFF) is an MNC engaged in the sale
and manufacture of flavor and fragrance products used worldwide
in a variety of consumer products. IFF's international corporate
structure includes a British subsidiary which was wholly-owned by
a Dutch subsidiary, which was in turn wholly-owned by the U.S.
parent. The corporation worried that the pound sterling would
soon be devalued, thereby exposing the parent to an accounting
loss in the translation of the British subsidiary's assets for pur-
poses of IFF's consolidated financial statement. To hedge against
this loss exposure, the U.S. parent entered into a forward contract
for the sale of sterling in the amount of the subsidiary's exposed
net current asset position calculated on an after-tax basis. The
pound sterling was devalued as expected. Rather than deliver on
46. Id. at 329.
47. Id. at 330.
48. Id. at 331.
49. Id. at 330.
50. Id. at 331.
51. Id.
52. 62 T.C. 232, rev'd and remanded, 524 F.2d 357 (2d Cir. 1975), on remand 46
T.C.M.(P-H) 1 72,058 (1977).
53. 62 T.C. at 233.
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the contract, as IFF had done in years past (losses in years past on
contracts delivered on were treated as ordinary), IFF chose to sell
the contract to a third party and realized a gain of $387,000. After
initially requiring ordinary income treatment on the gain," the
Tax Court, on remand from the Second Circuit, sustained IFF's
contention that the gain required long-term capital gain
treatment.5 5
In the Tax Court's initial holding, the Corn Products doctrine
and the Wool Distributing refinement were relied upon to find
that the gain required ordinary income treatment since the trans-
action was entered to hedge aginst the risk of future losses of in-
come; that is, the Tax Court held that the alleged translation loss
exposure was, in fact, an exposure to a real transaction loss con-
nected with IFF's normal business operations." On IFF's appeal of
the ruling to the Second Circuit, the Service dropped its argument
for ordinary income treatment on the basis of the Corn Products
doctrine and adopted the rationale of Judge Tannewald's concur-
ring opinion in the Tax Court arguing for short-term capital gain
treatment.5 In dismissing the applicability of the Corn Products
doctrine, the Second Circuit referred to the Service's unwillingness
to extend the doctrine to a hedging operation "entered into by one
corporation as a protection against a potential inventory loss of an-
other corporation, even where the second corporation is a subsidi-
ary of the first."5 8 The court thus held that the forward contract
was a capital asset and remanded the case to the Tax Court for a
factual determination of whether the holding period was short-
term or long-term. On remand, the Tax Court found that the as-
signment of the contract to the third party was a bona fide "sale"
within I.R.C. § 1222(3),59 since thepurchaser assumed the delivery
obligations of the contract. ° Since the sale occurred over six
months after the entering of the contract, the holding price was
long-term.61
The first case to apply the International Flavors interpretation
54. Id. at 239.
55. 46 T.C.M.(P-H) at 259.
56. 62 T.C. at 239.
57. 524 F.2d at 357. See 62 T.C. at 240-43 (Tannewald, J., concurring).
58. 524 F.2d at 360.
59. I.R.C. § 1222(3) defines "long-term capital gain" as "gain from the sale or exchange
of a capital asset held for more than 1 year, if and to the extent such gain is taken into
account in computing gross income."
60. 46 T.C.M. (P-H) at 260.
61. Id.
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of the Corn Products doctrine was Hoover Co. v. Commissioner.2
The Hoover Company is an MNC engaged in the worldwide manu-
facture and distribution of vacuum cleaners, washers, dryers, and
similar products. Hoover's international structure includes various
wholly-owned and partially-owned subsidiaries in Europe. In 1968,
the U.S. parent became concerned with possible devaluations in
the currencies of the European countries in which Hoover had sub-
sidiaries. The threat of devaluations subjected the parent to a loss
exposure in the reported earnings of its consolidated financial
statements. To hedge against this exposure, the parent entered
into a total of eighteen forward exchange contracts to sell pounds
sterling, French francs, Dutch guilders, Norwegian kroner, Swedish
kroner, and Canadian dollars in the amount of its subsidiaries' net
asset position in each of these countries."3 Hoover used three dif-
ferent methods for closing out its obligations on the contracts. It
delivered on four of the contracts, entered into an offsetting con-
tract with the other party to the contract on thirteen of the con-
tracts, and sold its rights to a third party on the remaining con-
tract. It sustained a loss on seventeen of the contracts. The Tax
Court rejected Hoover's contention that the losses should be af-
forded ordinary loss treatment."
In arguing for ordinary loss treatment, Hoover did not rely upon
the Corn Products doctrine or any of its progeny. Presumably, it
recognized the similarity of its situation with that of IFF and real-
ized that court might be unwilling to extend "the integral part of
the business" test to include a hedging transaction entered into for
purposes of eliminating risk of loss from translation exposure. Ac-
cordingly, Hoover instead argued that the court should expand the
judicially developed definition of a hedge to include such transac-
tions, independent of any consideration of the Corn Products doc-
trine, and require ordinary loss treatment on the basis of the hedg-
ing exclusion to capital gain/loss treatment in I.R.C. § 1233,
governing the tax treatment afforded short sales.65
62. 72 T.C. 206 (1979).
63. Id. at 218-24.
64. Id. at 250.
65. Id. at 240. The gain/loss provisions of § 1233 applicable to short sales of commodity
futures specifically preclude application to legitimate hedging transactions.
§ 1233. Gains and losses from short sales
(a) Capital assetp.-For purposes of this subtitle, gain or loss from the short
sale of property shall be considered as gain or loss from the sale or exchange of a
capital asset to the extent that the property, including a commodity future, used
to close the short sale constitutes a capital asset in the hands of the taxpayer.
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The Tax Court chose to follow a narrower definition of a hedge
than that urged by Hoover. In doing so, the court recounted the
history of the judicial development of the concept of a hedge in
reference to commodity futures and acknowledged that the Corn
Products doctrine had slightly blurred the general rules. The court
agreed in principle with Hoover's contention that the concept of a
hedge for purposes of section 1233 is broader than the "integral
part of the business" test of the Corn Products doctrine. But the
court would not go so far as to hold that the concept of a hedge for
purposes of section 1233 includes a forward sale contract of the
type entered by Hoover."
The court summarized the state of the law as comprising two
tests. First, a hedge can exist only in the context of a balanced
market position. That is, the transaction must be undertaken to
protect a market position maintained in the same or a similar as-
set. This would require that Hoover's forward sale contracts be en-
tered in an attempt to avoid an exposure in "its holdings of cur-
rency." But, to the contrary, Hoover was trying to avoid loss in the
stock value of its subsidiaries, which it theorized would result from
a devaluation of the currencies of the countries where the subsidi-
aries were located. The second test is that the transaction must be
"a means of protecting ordinary operating profits realized in the
day-to-day operation of the business enterprise. '67 The court held
that Hoover's ownership interest as expressed in the value of the
stock of the parent's subsidiaries was not an aspect of the day-to-
day operation of the business. Further, any fluctuation in the stock
value of the subsidiaries would have an effect only on the value of
the parent's capital assets, not on its earnings. As such, the fluctu-
ation would be unrealized for tax purposes until the time when
Hoover sold the capital assets. Thus, although the court recognized
the exposure to a translation loss in Hoover's consolidated
financial statements, it said that exposure to a real transaction loss
would be required if the futures transaction was to be considered a
bona fide hedge for purposes of ordinary income treatment.68
(g) Hedging transactions.-This section shall not apply in the case of a
hedging transaction in commodity futures.
I.R.C. § 1233(a), (g).
66. Id. at 240-41.
67. Id. at 238.
68. Id. at 238-39. Hoover tried to argue that the drop in the share value of its foreign
subsidiaries would indirectly affect its own share value. The consequences of this could ar-
guably result in a transaction loss to Hoover in many ways.
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The Hoover decision shows that the Service has so far succeeded
in preventing the courts from applying the Corn Products doctrine
to allow ordinary gain or loss treatment for the gains or losses re-
sulting from a forward exchange sales contract, where the contract
was entered into by the parent to avoid a loss arising from a trans-
lation exposure of its subsidiaries. The court made no distinction
with regard to the method used for closing out the contract. Thus,
it would seem that if the MNC seeks to avoid a translation loss
exposure of the type in Hoover, it will not receive ordinary income
treatment on the gains or losses no matter what method it uses to
close the contract.
Shortly after the Hoover decision was filed, the Court of Claims
had the opportunity to apply the International Flavors interpreta-
tion of the Corn Products doctrine in American Home Products
Corp. v. United States." American Home Products is an MNC en-
gaged in the manufacture and distribution of prescription and non-
prescription drugs, foods, and housewares. Its international corpo-
rate structure includes five wholly-owned and partially-owned
subsidiaries in the United Kingdom. In 1968, the parent became
concerned with the possible devaluation of the pound sterling and
the effect such devaluation might have on the dividends payable to
the parent at years-end in pound sterling.
To avoid this risk of loss in its foreign source income, the parent
entered into four forward contracts to sell pound sterling at $2.80/
pound near the time when the dividends were due. As expected,
prior to maturity of the contracts the pound was devalued to
$2.40/pound. American Home Products settled two of the con-
tracts by delivering the pounds sterling received from the dividend
payments of its subsidiaries. It settled the other two by selling its
rights and obligations under the contracts to a third party. The
parent realized a gain on all four contracts.7 0 The Court of Claims
accepted American Home Products' contention that the gain on
the two latter contracts was long-term capital gain.7 1
With respect to the contracts which were closed out by delivery,
the court presumably accepted the application of the Corn Prod-
ucts doctrine. That is, since the transaction was entered into to
hedge against an exposure to a real economic loss, a transaction
clearly within the "integral part of the business" test, the gain
69. 601 F.2d 540 (Ct. Cl. 1979).
70. Id. at 542-43.
71. Id. at 548. The Service initially characterized the gain as ordinary income but altered
its position before the Court of Claims and claimed short-term capital gain. Id. at 544.
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would receive ordinary income treatment.72
With respect to the contracts which were closed out by sale to a
third party, the court implicitly accepted the characterization of
the gain as capital gain. The issue before the court was whether
the applicable holding period was short-term or long-term. Pre-
sumably, the court required captial gain treatment because the
corporation convinced the court that these particular contracts
were entered into for speculative purposes, thus taking the trans-
action out of the scope of the "integral part of the business" test of
the Corn Products doctrine."
The Court of Claims did not have the Tax Court's Hoover deci-
sion before it when American Home Products was decided, but the
two cases are consistent. Together with Wool Distributing, and the
72. The court, however, was not completely convinced of American Home Products'
hedging purpose.
We add that we are not convinced on this record that taxpayer had the single,
protective purpose it now asserts. The facts show that: (1) there was no contrac-
tual arrangement in any of the futures contracts tying them to plaintiff's receipt
of sterling dividends; (2) plaintiff did not automatically apply all of its dividends
to the futures contracts; (3) at the end, plaintiff exercised its option to buy pounds
on the open market and satisfy the residue of its contractual obligation for deliv-
ery of pounds; (4)... plaintiff sold two of its four futures contracts to a Canadian
bank; and (5) the major advantage claimed by plaintiff for using its dividends to
satisfy two of the futures contracts with Continental is a saving in the United
States income tax. In light of these facts, it is not easy to accept the point that the
whole arrangement was solely for the purpose of protecting the expected British
dividends against the ravages of devaluation.
Id. at 546.
The two cases are consistent only on the above analysis of the Court of Claims' interpre-
tation of the two contracts actually delivered on by American Home Products. That is, the
court presumably applied the Corn Products doctrine and found the motivation for entering
these two contracts to be for the purpose of hedging against a transaction exposure. If, on
the other hand, the court allowed ordinary treatment solely on the basis of the method used
for closing the contracts, then such a result would be inconsistent with the Tax Court's
requiring capital treatment on the four contracts delivered upon in Hoover. For a different
attempt at reconciling the two decisions, see Wehrenberg & Helfand, Tax Consequences of
Hedging Against Foreign Currency Fluctuations: An Update, 10 Tax Adv. 644 (1979).
73. The decision is not at all clear. The court seems to assume that the two contracts
closed prior to delivery were entered into for speculative purposes: "Courts and the IRS
have treated foreign currency (when used for speculation, as here) as a capital asset." 601
F.2d at 548 n.15. Admittedly, American Home Products entered into two more contracts
than necessary to hedge against its exposure, but it is not at all clear in the decision why the
court decided that the two contracts delivered upon were the ones which were entered into
with the purpose of hedging.
According to William Chanson, counsel for American Home Products, the court appar-
ently based its decision on the several methods taxpayer used to close out its positions.
Correspondingly, the case seems to stand for the proposition that Corn Products was not
applicable, that all four contracts were capital assets, but that only the two that were sold
produced capital gain.
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International Flavors cases, these cases seem to present a set of
basic, guiding principles. First, if an MNC enters a forward sale
contract for the purpose of avoiding an exposure to a real transac-
tion loss, the gain or loss on the transaction will receive ordinary
gain or loss treatment. Any other purpose for entering the contract
will most likely require that any gain or loss receive capital gain or
loss treatment, since the transaction will be viewed as a specula-
tion or an investment.
2. Speculation or Investment Purpose
The principles governing the tax treatment afforded gains and
losses in forward exchange contracts which are determined to be
entered into for speculation and investment purposes must be gen-
erally derived from the provisions of sections 1222 and 1233 of the
Internal Renenue Code and from the opinions in the above four
cases.
Hoover holds generally that a transaction entered into for the
purpose of avoiding a translation loss exposure is a speculative or
investment transaction regardless of the method used for closing
out the contract. Thus, the gain or loss on any forward exchange
transaction entered into for such purposes can be expected to re-
quire capital gain or loss treatment. The important issue thus
faced by the MNC is whether the applicable holding period is
short-term or long-term.
In International Flavors II, the Tax Court was asked to decide
whether the assignment of the rights of the contract to a third
party constituted a bona fide sale or a "sham" sale. If the sale was
bona fide, the capital gain would have been long-term since it was
made more than six months after the entering of the contract.7 ' If
the sale was a sham, the third party's purchase of the sterling nec-
essary for delivery would have been imputed to assignor and the
closing transaction would have constituted the purchase and sale
of the capital asset within six months, thus affording short-term
capital gain treatment. In finding a bona fide sale within the mean-
ing of section 1222(3), the Tax Court emphasized that the third
party was not acting as an agent for IFF and that its actions in
covering the short sale immediately after purchasing the contract
indicated that it was acting entirely independently.7"
In Hoover, the Tax Court found the gain on the sold contract to
74. 46 T.C.M. (P-H) at 260.
75. Id.
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be long-term since the sale was bona fide within the criteria laid
down in International Flavors II. The Court found the capital loss
on the contracts which were settled by delivery to be short-term
since the currency bought for the purpose of delivery was generally
purchased only two or three days prior to the due date, thus bring-
ing the transactions clearly within the terms of section 1222 and
1223(8). Finally, the capital gains and losses on the contracts which
were settled by entering into offsetting contracts were also deemed
to be short-term, since the offsetting contracts were entered into
within six months of the delivery date.76
The Court of Claims in American Home Products held that the
forward contracts were assigned with a bona fide sale pursuant to
the criteria of International Flavors II. The court posited some
additional criteria for determining a "good faith" sale, finding it
significant that American Home Products retained no liability on
either of the contracts, entered no arrangements prior to the sale
for assisting the buyer in purchasing the pounds necessary for de-
livery, and left the choice of method for closing out to the discre-
tion of the buyer. The gain was held to be long-term since the con-
tracts were held for more than six months prior to the sale.77
The Court of Claims also addressed the issue of whether section
1233 would apply to the sale of the forward exchange contract. In
holding that section 1233 could not apply because the taxpayer
never held the "substantial identical property" requireds7 8 the
court indicated that where the taxpayer acquires the underlying
commodity or offsets the original sale contract with a purchase
contract, the transaction might fall within the provisions of section
1233.79
The Tax Court in Hoover considered the same question in some
general dicta which appears to contradict the Court of Claims
dicta. Specifically, the court stated that if the taxpayer purchases
the actual currency for delivery, such may not constitute "substan-
76. 72 T.C. at 3313. I.R.C. § 1223 (8) provides that: "[i]n determining the period for
which the taxpayer has held a commodity acquired in satisfaction of a commodity futures
contract there shall be included the period for which he held the commodity futures con-
tract if such commodity futures contract was a capital asset in his hands."
77. 601 F.2d at 550.
78. In order for the provisions of § 1233 to apply to the short sale of a commodity
future, the taxpayer must hold "substantially identical property" at some time within six
months before the purchase of the short sale contract or within the period prior to closing
out the contract.
79. 601 F.2d at 550.
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tially identical property" for purposes of section 1233.80 Suffice it
to say, the issue has not been sufficiently litigated and remains an
open question.
B. Banking Transactions
Multinational banks are engaged in the daily business of trading
in forward exchange contracts. Thus, their trading comes neatly
within the Corn Products exception as transactions constituting an
"integral part of the business." It is difficult to visualize a situation
where a multinational bank would receive capital gain or loss treat-
ment for any gains or losses realized in its international currency
dealing absent a clear showing that the contracts were entered into
for speculative purposes. The Hoover rationale could not be used
to convert ordinary losses into capital losses because a bank under
prudent management could always allege and most likely prove
that it was hedging against a loss exposure in its currency
inventory.
Although there are no cases, regulations, or revenue rulings deal-
ing with this problem, Private Letter Ruling 79-25122 is directly
on point. It says that the multinational bank which enters into for-
ward sale contracts to avoid translation loss exposure due to the
gains or losses from translation of the currency and currency fu-
tures assets in its foreign branches or subsidiaries is engaged in a
legitimate hedge. The private ruling emphasizes the fact that due
to the large volume of such business, there will be significant
problems with regard to which contracts "may be definitely identi-
fied with the exposed net asset position of any of the branches or
subsidiaries." ' The ruling also relies upon an extension of the
Corn Products doctrine to the business of multinational banks
which the Service was unwilling to extend to the business to Hoo-
ver: "The forward sale contracts entered into by X to hedge
against the recognition of translation gains or losses are directly
related to X's day-to-day international banking business and con-
stitute an integral part of its operations as a dealer in foreign cur-
rency."8' It is quite conceivable that a very large MNC in Hoover's
position might be able to get ordinary income treatment for gains
and losses if it is able to show that, due to Rule 8,88 its trading in
80. 72 T.C. at 3309.
81. Private Letter Ruling 79-25122, IRS Letter Ruling Reports.
82. Id.
83. See text accompanying notes 16-18 supra.
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forward sale contracts is immense and has become an integral part
of its business." It is a fact that many MNCs are now bypassing
the multinational banks and entering forward exchange contracts
for their own account.8'
If a multinational bank desires capital gain or loss treatment for
gains or losses resulting from contracts entered into for speculative
or investment purposes, the bank will bear the burden of proving
that the specific contracts were entered into for such purposes."
C. Transactions on the Organized Exchanges
A currency future traded on one of the exchanges is considered a
commodity future. Commodity futures contracts are capital assets
in the hands of an investor. As such, currency futures contracts
are treated for tax purposes much like forward exchange contracts
entered into on the interbank market. That is, gain or loss realized
by a legitimate hedge is considered a factor in the cost of inventory
and is thus characterized as ordinary gain or loss pursuant to the
Corn Products doctrine and I.R.C. § 1233(g). 8 Similarly, if the
transaction is entered into for speculative or investment purposes,
gain or loss will be afforded capital treatment.
There are certain methods of trading on the exchanges which
allow for favorable tax treatment not available to a trader on the
interbank market and which thus serve as another major incentive
for traders to utilize the exchanges. The most common method is
referred to as a "straddle.""s A straddle in simplest terms is a si-
multaneously held long and short position in two contracts of dif-
ferent maturities. An investor generally enteres a straddle position
in hopes of realizing a profit from a widening or narrowing of the
price spread between the two contracts. For example, suppose the
general economic opinion is that the pound sterling will rise in the
84. See Business Week, supra note 18.
85. See R. ComNx, supra note 8, at 40-41.
86. This is implicit from the court's finding in American Home Products that two of the
four contracts were entered into for speculative purposes. The burden was on American
Home Products to produce evidence showing which contracts were entered into for such
purposes.
87. I.R.C. § 1233(g).
88. Unlike securities, however, commodity futures contracts in the hands of a commodi-
ties broker, dealer, or futures commission merchant are considered to be capital assets.
Henry Serousse, 32 T.C.M.(P-H) 1349 (1963).
89. A "straddle" may also be referred to as a "spread." For a general discussion with
more examples, see Selig, Taz Aspects of Trading in Commodity Futures and Other Com-
modity Transactions, in PLI, CoMMoDrms AND FuTuRns TRADING 1977 at 19 (1977).
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short-term due to the oil price increases anticipated as a result of
the June meeting of the Organization of Petroleum Exporting
countries. The investor, on the other hand, has reason to believe
that the spot rate for the pound will not go up. He thus enters two
contracts-one for selling pounds in the near maturity and the
other for buying pounds in a more distant maturity.90
To illustrate, suppose that the spot rate for pounds in June,
1981, is $2.28/pound, the future rate for September delivery is at a
premium for $2.40/pound, and the future rate for December deliv-
ery is $2.35/pound. The investor sells a September contract and
buys a December contract. If indeed the investor was right and the
pound did not go up as the market expected, the investor would
make a profit when he simultaneously closed his contracts since
the spread between the two dates narrowed. That is, if in mid-July
the spot rate is $2.29/pound, the future rate for September deliv-
ery is $2.31, and the future rate for December delivery is $2.30, by
closing both contracts in July, the investor realizes a gain on the
September contract of $.09 and a loss on the December contract of
$.05. His overall gain is thus $.04.
Admittedly, the investor would have realized a larger gain on the
entire transaction if he had merely sold September pounds in
June. The advantage of entering the straddle, however, is that
changes in absolute price are neutralized and only relative prices
are affected. Thus, the risk of loss to the investor is minimized
since a position has been established on both sides of the market
and the margin requirement is considerably lower.
The tax advantages of trading by using straddles arise because
the investor is able to develop situations in which short-term capi-
tal gains can be deferred from one year to the next and converted
into long-term capital gains.91 For example, suppose the investor
enters a straddle position in June, 1981, by buying March, 1982,
pounds and selling June, 1982, pounds. If the price of pounds goes
up within six months (which could presumably give the investor a
gain on the March, 1982, purchase contract), rather than close out
the March contract, the investor could close out the June, 1982,
short position and replace it with another distant short position,
perhaps in September 1982 pounds. The close out would result in a
short-term capital loss for the year 1981 and would in effect lock-in
90. Actually, he enters a spread with his broker which normally requires less margin
than for a single contract
91. See Selig, supra note 89, at 30-42.
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the taxpayer's gain on the March 1982 contract. The March 1982
contract could thus be closed out in 1982 simultaneously with the
September 1982 contract. If the pound continued to rise, or main-
tain its position of late 1981, the gain on the March 1982 contract
would have been changed from short-term 1981 gain to long-term
1982 gain. Theoretically, the taxpayer could defer gain forever by
always closing out the position which was at a loss and by opening
another similar position for a later maturity.9"
In 1977, the Service attempted to stop alleged abuse of this prac-
tice with the issuance of Revenue Ruling 77-185, 9" which disal-
lowed the practice of deducting capital losses resulting from simul-
taneously closing one side of a transaction and opening a new
offsetting position in a different maturity. Tax attorneys generally
not only failed to like the ruling's effect, they failed to accept its
rationale." As a result, the Service has been lax in enforcing the
ruling. However, Commissioner Kurtz recently testified before a
Congressional subcommittee that the IRS was going to begin
cracking down on the use of such tax shelters. Kurtz went so far as
to state that proposed legislation would be presented to Congress
within a few months which would outlaw such a practice.95
As it now stands, however, the use of straddles to achieve benefi-
cial tax treatment is prevalent in commodity futures trading. Pre-
sumably, it is also common in currency futures trading. These tax
benefits provide one of the major incentives for speculators to
trade currency futures on the organized exchanges instead of on
the interbank market."
III. CFTC REGULATION
Trading in currency futures on the organized exchanges is regu-
lated by the Commodity Futures Trading Commission. In 1974,
the Commodity Exchange Act of 1936, which governed trading in
agricultural commodity futures, was amended by the Commodity
Futures Trading Commission Act of 1974 (the Act).' 7 The 1974 Act
92. Where the investor closes out the short position, any gain or loss will be short-term
pursuant to § 1233.
93. 1977-1 C.B. 49.
94. See Selig, supra note 89, at 30-42.
95. See IRS Clamps Down on Futures Trading Used to Avoid Taxes, Wall St. J., May
28, 1980, at 38, col. 3.
96. Most assuredly, the exchange will raise this point in future hearings if Kurtz follows
through with his statement.
97. The Commodity Futures Trading Commission Act of 1974, Pub. L. No. 93-463, 88
Stat. 1389 (current version at 7 U.S.C. §§ 1-24 (1976 & Supp. III 1979)).
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established the Commodity Futures Trading Commission (CFTC)
as an independent federal regulatory agency to administer and en-
force the provisions of the Act." The jurisdiction of the CFTC was
to extend to all commodity futures trading on the organized com-
modity exchanges, all "over-the-counter" trading in commodity op-
tions, and all trading in gold and silver leverage contracts."
Congress was concerned that the lack of regulation in the com-
modity futures industry had resulted in widespread public disillu-
sionment with commodities futures trading.100 Therefore, the
CFTC was granted regulatory powers to prevent sudden or un-
reasonable fluctuations in futures prices resulting from speculation,
manipulation, or control. Such powers included supervision over
the self-regulation of the organized exchanges, regulation over
traders, brokers, dealers, and futures commission merchants, and
regulation of trading through the establishment of trading limits.
Enforcement powers included the power to seek injunctive relief in
federal court for any violation of the Act and to impose civil penal-
ties of up to $100,000 for each violation. 101
In 1974, three organized commodity exchanges were involved in
foreign currency futures trading: the Chicago Mercantile Ex-
change, the New York Mercantile Exchange, and the Commodity
Exchange in New York. The rules, regulations, and judicial inter-
pretations involved in the exercise of the CFTC's exclusive juris-
diction over these exchanges must be examined.
A. Supervision Over the Self-Regulation of the Exchanges
An organized futures exchange must be designated a "contract
market" by the CFTC before it can trade in a particular futures
contract.102 Such a designation requires that the exchange meet
certain conditions established by the CFTC. First and foremost,
the exchange must be located at a terminal market where the cash
commodity of the futures contract is sufficiently available that the
local market price will reflect the real value of the commodity.110
Presumably, with regard to a contract market in currency futures,
this would require that there be a large amount of foreign ex-
98. Id. § 4(a) (Supp. H 1979).
99. Id.
100. Id. § 5.
101. Id. § 13(a-1)(6).
102. Id. § 7. A contract market is applicable to the clearing association as described
earlier, although the two are separate corporate entities.
103. Id. § 7(a).
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change business in the area. The exchange must be regulated by a
governing board which regularly files CFTC approved reports re-
garding all its members and all its cash and futures transactions.' "
The board must prevent "the dissemination. . of misleading or
knowingly inaccurate. . . market information" which will affect a
given contract price, provide for the prevention of manipulation of
prices and the cornering of any commodity, and provide for the
implementation of any final order of the CFTC.10
Two exchanges are presently designated contract markets in cur-
rency futures. The International Monetary Market of the Chicago
Mercantile Exchange provides a contract market in pounds ster-
ling, Canadian dollars, Deutsche marks, Dutch guilders, French
francs, Japanese yen, Mexican pesos, and Swiss francs. The New
York Mercantile Exchange provides a contract market in Belgian
francs, Italian lira, and all of the above except French francs.,,"
If an exchange is refused a contract market designation, it is en-
titled to a hearing before the CFTC with the right to appeal to the
United States Court of Appeals.'10 A designation may be revoked
or suspended for up to six months if the exchange refuses to com-
ply with a CFTC rule or regulation subject to the opportunity for
notice and hearing and the right to appeal to the United States
Court of Appeals. 08
Once an exchange receives a contract market designation, it
must conform to the duties outlined in section 5(a) of the Com-
modity Exchange Act.'09 Such duties include filing with the CFTC
a copy of all bylaws, rules, regulations, and resolutions of the ex-
change; keeping records of all matters discussed by the governing
board, and of all relevant action taken by any of its committees,
subsidiaries, and affiliates; and enforcing all its bylaws, rules, regu-
lations, and resolutions." 0 The bylaws, rules, regulations, and reso-
lutions must provide for surveillance of market activity and trad-
ing practices, examination of members' records, investigation of
customer complaints, and maintenance of effective disciplinary
procedures. All rules regarding the terms and conditions of con-
104. Id.
105. Id.
106. A third contract market has recently been approved. See Currency Futures Unit of
Big Board Approved by CFTC, Wall St. J., May 29, 1980, at 37, col. 3. Trading has yet to
begin.
107. 7 U.S.C. § 9 (1976).
108. Id.
109. Id. § 7a.
110. Id.
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tracts must be submitted to the CFTC for prior approval, except
rules instituted in the event of an emergency, and rules changing
margin requirements."'
The CFTC may issue a cease and desist order, after notice and
hearing, for any failure to conform to the conditions of designation.
Such an order requires that the contract market cease trading in
its futures contracts or cease and desist from failing to enforce its
rules and regulations.11'
Several cases have involved application of the above provisions
of the Act, although none of the cases have dealt with contract
markets trading specifically in currency futures. In New York Mer-
cantile Exchange v. CFTC,113 the exchange sought a restraining or-
der in federal court to halt a pending CFTC inquiry into alleged
manipulation of potato futures prices due to alleged failure by the
exchange to exercise due diligence in enforcing its own rules and
regulations. The court refused to stay the proceeding on the
ground that judicial relief was not available until all administrative
remedies had been exhausted.11 ' In Deaktor v. L.B. Schreiber &
Co., 115 the Seventh Circuit Court of Appeals held that a private
cause of action could be maintained under the Commodity Ex-
change Act against an exchange for having failed to enforce its
rules to prevent manipulation of pork belly futures prices.
The extent to which an exchange can alter the terms and condi-
tions of its futures contracts was indicated in Chicago Mercantile
Exchange, Inc."" Therein, the exchange undertook emergency ac-
tions such as barring new trades, modifying trading and delivery
periods, increasing price limits, and excusing defaults in delivery.
The administrative law judge held that the governing board of the
exchange had good reason to believe that a lifting of federal price
controls would lead to a liquidity crisis in the trading of pork belly
futures, which could disrupt a free and orderly market. Therefore,
the governing board's actions were justified under the provisions of
the exchange's emergency rule.117
The question is open as to whether a private right of action
111. Id.
112. Id. § 13b.
113. 443 F. Supp. 326 (S.D.N.Y. 1977).
114. Id. at 332. The CFTC later accepted a settlement offer by the exchange prior to the
conclusion of its inquiry.
115. Deaktor v. L.B. Schreiber & Co., 479 F.2d 529 (7th Cir.), rev'd on other grounds
sub. nom. Chicago Mercantile Exchange v. Deaktor, 414 U.S. 113 (1973).
116. [1977] Com. Fur. L. Rm,. (CCH) 1 20,436 (C.F.T.C. 1977).
117. Id. at 21,788.
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against an exchange for failure to enforce its own rules can be im-
plied under the Act. The District Court for the Northern District
of California has answered in the negative,11 while the District
Court for the Northern District of Illinois has answered in the
affirmative. 1"9
Only members of a contract market may make trades on the
floor of an exchange. A member is any individual, association, part-
nership, corporation, or trust holding a membership on an individ-
ual contract market.1'0 Membership is attained by fulfilling the re-
quirements of the individual contract market.1 21 The responsibility
for disciplining members lies with the individual exchanges," al-
though the CFTC is authorized to do such if the exchanges fail.1' s
Members have the duty to file regularly with the CFTC." 4 No
cases or administrative proceedings applying these provisions have
been reported.
B. Regulation of Market Professionals
All market professionals involved in the commodity futures in-
dustry must register with the CFTC and comply with all antifraud,
reporting, financial, and recordkeeping provisions. Market profes-
sionals consist of floor brokers, futures commission merchants, as-
sociated persons, commodity trading advisors, and commodity pool
operators. The CFTC has the authority to refuse registration to
any applicant deemed unfit to serve its public purpose after an op-
portunity for hearing.' 8
A "floor broker" is any person on a contract market's "pit",
"ring", or "post" who purchases or sells a futures contract for an-
other person.1 ' Registration must be made annually.1' 7 The CFTC
is authorized under the Act to establish fitness standards with re-
spect to training, experience, and other qualifications." The Com-
mission has yet to establish any such standards. There do not ap-
pear to be any reported instances where registration of a floor
118. Hofmayer v. Dean Witter & Co., 459 F. Supp. 733 (N.D. Cal. 1978).
119. Smith v. Grover, [1979 Com. Fur. L. Rzp. (CCH) 20,763 (N.D. I1. 1979).
120. 7 U.S.C. § 2 (Supp. IH 1979).
121. Id. § 9.
122. Presumably, a member must hold a seat on the exchange.
123. 7 U.S.C. § 12c (1976).
124. Id. § 7.
125. Id. § 9.
126. Id. § 2.
127. Id. § 6f.
128. Id. § 6 p.
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broker has been denied, revoked, or suspended.
A "futures commission merchant" is any individual, association,
partnership, corporation, or trust that accepts consideration for en-
gaging in the solicitation or acceptance of orders for the purchase
or sale of any commodity futures contract traded on a contract
market.129 The application for registration must include such infor-
mation as the names and addresses of the managers of all branch
officers and of all agents and correspondents involved with the
purchase and sale of commodity futures.18 The applicant must
meet certain minimum financial requirements established by the
CFTC. 81
In In re Act American Inc.,182 the CFTC accepted an offer of
settlement by a futures commission merchant for alleged violation
of the minimum financial segregation, recordkeeping, and report-
ing requirements. The respondent apparently had treated letters of
credit as part of its working capital in direct violation of sections
6d and 6f(2). Respondent agreed to cease and desist from further
violations and to maintain in its adjusted net capital an amount
equal to or in excess of $100,000.138
An "associated person" is a partner, officer, or employee of a fu-
tures commission merchant." Such a person must register with
the CFTC if the person plans to solicit or accept customer's orders
or to supervise a person in such a capacity. If such a person is
already registered as a floor broker or as a futures commission
merchant, registration is not necessary. Registration may be de-
nied, revoked, or suspended on the same grounds as discussed
above with regard to floor brokers. 185 In In re Frederic S. Mates,""
the applicant was denied registration on the ground that the Se-
curities and Exchange Commission (SEC) had barred him from as-
sociation with any broker-dealer in the securities industry without
prior approval from the SEC.
A "commodity trading advisor" is any person who, for compen-
sation or profit, engages in the business of advising others either
directly or through publications or writings on the value of com-
129. Id. § 2.
130. Id. § 6f.
131. Id.
132. [1979] Comm. Fur. L. Rm. (CCH) 1 20,851 (C.F.T.C. 1979).
133. Id.
134. 7 U.S.C. § 2 (1976).
135. Id. § 6k (1976 & Supp. HI 1979).
136. [1979] CoMm. FuT. L. Rcp. (CCH) I 20,873 (C.F.T.C. 1979).
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modities or the advisability of trading in commodities or commod-
ity futures.18 The statutory definition excepts journalists, publish-
ers, floor brokers, futures commission merchants, and others
regularly engaged in the dissemination of such information solely
as an incident to their employment. Registration with the CFTC
requires such information as the name and form of organization,
the capital structure, the state of incorporation, the names and ad-
dresses of all partners, officers, directors, and shareholders (where
applicable), and other facts deemed relevant. Suspension or revo-
cation may be affected as discussed above.188 In Kunitani v. Inter-
national Commodity Advisors, Inc.,8 the CFTC held that an un-
registered corporation engaged in acts within the definition of a
commodity trading advisor was subject to its jurisdiction in a repa-
rations proceeding.
A "commodity pool operator" is any person who is engaged in a
business in the nature of an investment trust, syndicate, or similar
form of enterprise, and who solicits, accepts, or receives considera-
tion from others either directly or through capital contributions for
the purpose of trading in commodity futures. "1 0 Registration re-
quires supplying information such as the name, form, and capital
structure of the organization, the number of employees, the educa-
tion of all affiliated persons, and the proposed nature of the busi-
ness. Denial, suspension, and revocation may occur as discussed
above."'
The antifraud provisions of the Act apply to all of the above-
mentioned professionals and are easily the most heavily litigated
provisions of the Act. The provisions make it unlawful for any such
person in connection with a futures transaction to cheat or de-
fraud, to willfully make false reports, statements, or records, to
willfully deceive or attempt to deceive, or to bucket or offset a per-
son's order.14 2
The provision dealing with cheating and defrauding has been ap-
plied to many different areas of trading abuse. For example, unau-
thorized trading in customers' accounts has been a rather common
complaint against futures commission merchants." Misrepresen-
137. 7 U.S.C. § 2 (Supp. III 1979).
138. Id. § 6n.
139. [1978] Com. Fur. L. REP. (CCH) 1 20,628 (C.F.T.C. 1978).
140. 7 U.S.C. § 2 (Supp. III 1979).
141. Id. § 6n.
142. Id. § 6b.
143. See Cerrato v. Paine, Webber, Jackson & Curtis, Inc., [1978] COMM. Fur. L. REP.
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tation and omission of material facts is another common allegation.
These allegations have occurred with regard to loss limiting capa-
bilities of trading,14 4 potential profits in a managed account,145 and
guarantees of risk-free investment.1"
Generally, the culpability requirement for a violation of section
6b has been held to constitute knowledge that the act is being vio-
lated,147 although authority exists holding that "careless disregard"
for the statutory requirements is sufficient.1 48
The question is open as to whether a private right of action ex-
ists under the antifraud provisions of the Act. Such a cause of ac-
tion has been implied in some jurisdictions 49 and not implied in
others.150
Many important questions have yet to reach the court of appeals
level. With the continued growth in commodity futures trading in
general and currency futures trading in particular, litigation in this
area can only multiply.
C. Regulation of Trading
The CFTC is mandated to prevent manipulation of prices in the
commodities futures industry. It is thereby authorized to regulate
trading through the prevention of certain anticompetitive transac-
tions and through the establishment of certain trading limits for
speculative traders.
Section 4c of the Act prohibits "fictitious" sales and transactions
such as "wash trading", "cross-trading", and "accomodation trad-
ing." "Wash trading" generally occurs when a futures commission
merchant enters into simultaneous short and long positions for a
customer, generating nothing but commissions for the merchant.
"Cross-trading" occurs when a floor broker executes a buy and sell
order by himself or with another broker who is in reality trading
for the original broker's account. Cross-trades are allowed pursuant
(CCH) 20,583 (C.F.T.C. 1978).
144. See Allison v. Bache Halsey Stuart, [1977] Comm. FUT. L. REP. (CCH) 20,502
(C.F.T.C. 1977).
145. See Howes v. American Intl Trading Co., [1978] COMM. FUT. L. REP. (CCH)
20,639 (C.F.T.C. 1978).
146. See Stucki v. American Options Corp., [1978] COMM. FUT. L. REP. (CCH) 20,615
(C.F.T.C. 1978).
147. Commodity Futures Trading Comm'n v. Savage, 611 F.2d 270, 283 (9th Cir. 1979).
148. Silverman v. Commodity Futures Trading Comm'n, 549 F.2d 28, 31 (7th Cir. 1977).
149. Leist v. Simplot, [1980] Comm. FuT. L. REP. (CCH) 1 21,051 (2d Cir. 1980).
150. Rivers v. Rosenthal & Co., [19811 COMM. Fur. L. REP. (CCH) 1 21,128 (5th Cir.
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to section 6c(a)(A) if the broker making the cross-trade buys or
sellsr with an open outcry.15' For example, in Cohl v. Floor Brokers
Associates,'" the floor broker was held liable for matching a stop-
loss order in his hand with a buy order also in his hand at a price
which he incorrectly claimed had been cried out on the floor that
day.
Section 9b forbids a person to manipulate or corner or attempt
to manipulate or corner the price of any commodity or of any com-
modity future. "Manipulation" has been defined by case law as
keeping the price level from reaching the level where the natural
forces of supply and demand would lead." s Such an offense consti-
tutes a criminal felony, punishable by a fine of not more than
$200,000 or imprisonment for not more than five years.'" Whether
or not there is a private cause of action under this section is an
unresolved question. 5
The CFTC is authorized to establish limits on the number of
contracts a speculative trader may enter.'"a The limits so far estab-
lished differ with respect to different commodities, different matu-
rities, and different contract markets.5 7 Where the CFTC has yet
to establish trading limits, the individual exchankes have in most
circumstances done so. The CFTC's policy is to aggregate the trad-
ing of individuals who are acting pursuant to an express or implied
agreement or understanding. For example, in CFTC v. Hunt,'" the
individual trading in soybean futures by seven members of the
Hunt family was aggregated for purposes of applying the limit pro-
visions since the court found that the individual members had
traded in concert."5
There are no limits in effect for speculative trading in currency
futures."6 Presumably, the CFTC and the exchanges will get
around to establishing such limits when the first crisis occurs.
151. 7 U.S.C. § 6c (1976 & Supp. IR 1979).
152. [1979] COMM. FUT. L. Rs,. (CCH) I 20,790 (C.F.T.C. 1979).
153. Volkhart Brothers, Inc. v. Freeman, 311 F.2d 52, 58 (5th Cir. 1962).
154. 7 U.S.C. § 13 (Supp. HI 1979).
155. See Liang v. Hunt, 477 F. Supp. 891 (N.D. 1M1. 1979).
156. That is, hedgers are exempt from the application of such limits.
157. See C.F.T.C., Limits on Positions, 17 C.F.R. §§ 150.1-.12 (1980).
158. [1977] COMM. FTrr. L. REP. (CCH) 1 20,496 (N.D. 1. 1977).
159. However, the disgorgement of profits relief requested by the C.F.T.C. was denied.
Id.
160. See C.F.T.C., Limits on Positions, 17 C.F.R. § 150.1 (1980).
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IV. FEDERAL RESERVE BOARD AND COMPTROLLER OF THE
CURRENCY REGULATION
Neither the Federal Reserve System (FED) nor the Comptroller
of the Currency directly regulates trading in forward exchange con-
tracts on the interbank market or trading in currency futures on
the organized exchanges. The Fed, in its capacity as the monetary
policy-arm of the U.S. government does, however, have an impact
upon such trading that amounts to a form of indirect control over
the operation of both the forward exchange and currency futures
market. In addition, there are reporting requirements in effect for
all U.S. banks and business enterprises which trade in foreign cur-
rencies for spot or future delivery. A brief examination of the Fed's
indirect control and the reporting requirements which relate to
trading in forward exchange and currency futures is essential to
this article's purpose.
A. Indirect Control
In the conduct of monetary policy, the Fed is paying an increas-
ing amount of attention to the international impact of its deci-
sions 'l-a radical departure from its policy in the past. Under-
standing the international impact of the Fed's decisions requires
comprehension of the relationship between domestic monetary pol-
icy and trading in foreign currency for future delivery. This rela-
tionship is extremely complex and beyond the scope of this article
in all but the most cursory review. In general, the strength of the
dollar is related to the number of dollars which the Fed allows to
be created. In the intermediate and long run, creation of dollars in
excess of the needs of an expanding economy causes inflation. If
the rate of inflation in the United States is greater than the rate of
inflation in the rest of the world, then the dollar will depreciate vis
a vis other currencies. If the U.S. inflation rate is less, then the
161. As part of the Fed's "radical" anti-inflationary program announced in October of
1979, a new marginal reserve requirement was imposed upon managed liabilities including
Eurodollar borrowings of member banks and other select financial institutions. In addition,
the Fed "called on banks not to make speculative loans, for example loans to buy gold,
silver, other commodities, or foreign exchange for speculation." [19791 XVIII CONTROL OF
BANKING (P-H) 8.1(4) (Oct. 15, 1979). "The Fed, for its part, is betting that U.S. inflation
will soon begin to fall dramatically and hopes that foreign exchange traders will start to
concentrate on what it expects will be improving U.S. economic fundamentals instead of just
focusing on interest rates." Don't Blame Iran for the Dollar's Fall This Time, Bus. WREK,
May 12, 1980, at 55.
162. See R. CoNNx, supra note 8 at 45-81.
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dollar will appreciate. 1
In the short run, such things as changes in the discount rate,
changes in the reserve requirement, changes in interest rates in
general, and changes in expectations may impact on exchange
rates. ' " It is virtually impossible to generalize about such relation-
ships. However, any changes or expectations of changes in ex-
change rates will influence trading in foreign currencies for future
delivery. Short run changes in Fed policy and the perception of
Fed policy have caused violent fluctuations in exchange rates in
the past and there is every indication that this situation will per-
sist in the future.'65 Thus, it can be anticipated that forward and
futures markets will continue to be used as a necessary tool to
hedge away the risks of international currency fluctuations.
B. Reporting Requirements
All businesses engaged in international transactions must file a
report on their foreign exchange exposure with the Federal Reserve
Bank of New York. All multinational banks must file a similar re-
port with the Federal Reserve Bank of their district. Authorization
for such reporting requirements was established in 1973 and has
since been revised in 1978.1"
International businesses must file a monthly and a quarterly re-
port form. The monthly report form deals soley with the domestic
segment of the business. The quarterly report form must include
the operations of all foreign branches and subsidiaries. 1 7 Forward
exchange positions in certain enumerated currencies must be re-
ported in each form. The enumerated currencies are Canadian dol-
lars, Dutch guilders, French francs, Deutsche marks, Italian lire,
Japanese yen, Swiss francs, and pounds sterling. ' " There is no re-
quirement that the position be explained on the forms.
163. Id.
164. Whatever the Fed says it is doing, however, the foreign exchange markets still
concentrate on interest rates. In particular, they perceive the recent 400 basis-
point decline in the Fed funds rate as an easing in Fed monetary policy. And
unless the Fed switches back from a policy of interest-rate neglect and takes in-
creasing notice of rate levels both at home and abroad, the late-April value of the
dollar may look very good by July or August,
Don't Blame Iran for the Dollar's Fall This Time, Bus. WmmK, May 12, 1980, at 55.
165. See id.
166. Pub. L. No. 93-110, 87 Stat. 353 (current version at 31 U.S.C. §§ 1141-43) (1976 &
Supp. HI 1979).
167. 31 C.F.R. §§ 128,35-.36 (1980).
168. Id.
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Banks engaged in international business must file both a weekly
and a monthly report regarding their forward exchange positions
in their domestic as well as their international operations. 69 Only
positions in the currencies enumerated above need be reported.
Enforcement of the reporting requirements is effected by the
Secretary of the Treasury. Any willful failure to report is punisha-
ble by criminal prosecution leading to a fine of not more than
$10,000 or imprisonment of not more than ten years, or both.170
The reporting legislation was initially passed because Congress
found that "movements of mobile capital can have a significant
impact on the proper functioning of the international monetary
system.' ' 171 Congress recognized the vital importance of having "as
complete and current data as feasible on the nature and source of
these capital flows.' ' 7' The extent of the completeness and cur-
rentness of the data cannot be conjectured.
No direct controls on the massive flows of foreign currencies and
forward exchange contracts have yet to be instituted. The United
States is the only major country in the world that does not have
exchange control regulations in effect. As a matter of policy, the
United States is committed to the principles underlying the doc-
trine of free trade. It also fears the consequences to the world
economy of retribution in the event that a departure from these
principles is undertaken.
CONCLUSION
There is little public information available on the extent of trad-
ing in forward and futures contracts for foreign currencies in the
United States. The extent of trading is undeniably very large and
can only increase in the future. Existing U.S. government agencies
regulate certain aspects of this trading, but cannot hope to oversee
and control the day-to-day transactions which occur on a vast
scale.
The trading of forward exchange requires maximum freedom
due to the complexities of the international monetary system and
the rapidity with which changes occur in that system. The position
of the United States as an advanced industrial country in the
world economic order strongly depends upon the freedom of these
169. 31 C.F.R. §§ 12S.31-.34 (1980).
170. Id. § 128.4.
171. 31 U.S.C. § 1141 (1976).
172. Id.
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United States corporations to compete successfully with the other
major financial and business entities of the world.
Countries of the world are becoming increasingly interdependent
and the international economy is more and more subject to shocks
and severe stress. There is an increased possibility of a disruption
of the international payments mechanism. Given the increasing in-
terdependence, such a disruption would be quickly transmitted
from country to country. Thus, there is rising concern in the
United States about the strength of international markets. Such
concern traditionally leads to a protectionist attitude. Increased
regulation and the resultant inefficiencies are probably inevitable.
The question whether more extensive control of the forward ex-
change and currency futures markets is desirable is currently un-
answerable. There is not yet enough information compiled to lead
to an adequate understanding of the relationship between these
markets and the domestic economy. If more extensive control is
eventually found to be desirable, however, the U.S. government ap-
pears to have in place the fundamental regulatory structures nec-
essary for performing such a task.
19811

